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DISCLOSURE STATEMENT

This advice constitutes return information subject to I.R.C. § 6103,
This advice contains cenfidential information subject to attorney-client and
deliberative process privileges and if prepared in contemplation of
litigation, subject to the attorney work product privilege. Accordingly, the
Examination or Appeals recipient of this document may provide it only to those
persons whose official tax administration duties with respect to this case
require such disclosure. In no event may this document be provided to
Examination, Appeals, or other persons beyond those specifically indicated in
this statement. This advice may not be disclosed to taxpayers or their
representatives.

This advice is not binding on Examination or Appeals and is not a final
case determination. Such advice is advisory and does not resolve Service
positicon on an issue or provide the basis for closing a case. The
determination of the Service in the case is to be made through the exercise of
the independent judgment of the office with jurisdiction over the case.

This memorandum is in response to your reqgquest for advice of
March 30, 2000, as supplemented cn June 29, 2000, and on various
later dates.

ISSUE

Whether under the facts prcvided the distribution of stock
of a controlled corporation by a corporation without taxable E&P
to its shareholder reduces the shareholder's basis in the stock
of the distributing corporation by the fair market value or by
the basis of the stock in the distributed corporation.

CONCLUSION

The shareholder's basis in the stock of the distributing
corporation 1s reduced by the fair market value of the stock in
the distributed corporation.
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FACTS

=. (=) 15 a United States corporaticn in the

insurance business.

After several transactlons, - and its subsidiaries!

ricr to , were posltioned as follows
P &)

owned [ININIGNNNENNNN - D oo tion.
in turn owned [N and I

, both United Kingdom corporations. -in turn
in

a United Kingdom corporation.

r

turn owned several other United Kingdom corporations. See

diagram #1.

oy 00 | distributed
its stock in= to tc achleve the position

shown in diagram #2 {'the distribution').

At the time of the distribution, the fair market value of
the stock was approximately Sg. The
basim stock was approximately s/
I

At the time of the distribution, —had
EsP of approximately SN 21l of which was previously
taxed income under I.R.C. §951.,

The taxpayer's positicn 1s that the distribution reduces

B : oa5is in its

' 1s in 1 stock by the Sl
B - narket value of the stock

distributed.

The agent suggests that the distribution reduces | I IEGENIN <
basis in its stock by the 3

pasis of the || GGG s:0c< distributed.

on N B -o.d its stock in [ HNRNRNRNRNENEGEGEGEGE
B - 20 unrelated third party ('the sale'l and reported a
capital loss of approximately $_on the sale.
If the agent's suggestion is correct, I s basis in ics I NNGENA
* stock priocr to the sale would be $IIIIEIEGNGE

lower, and thus the ameount of the capital loss on the sale would

_less than as claimed by the taxpayer, or $.

The distribution was made as one of a series of steps taken
in contemplation of the sale.
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DISCUSSION

Where property other than money is distributed by a
corporation, the amount of the distribution is the fair market
value of the property. ILI.R.C. §301 (b} (1).

A distribution is a taxable dividend to the shareholder only
tc the extent of E&P. I.R.C. §§301(c){(l), 316(a). A
distribution in excess of E&P is a return of capital; the
shareholder does not have taxable income, but the stock basis is
reduced by the distribution. I.R.C. §301(c) (2).

If a distribution is made cut of E&P, but the E&P is
previously taxed income under I.R.C. §951, again the shareholder
does not have taxable income, but the stock basis is reduced by
the distribution. I.R.C. §§958(a), %96l (b)(1).

In this case it 1s agreed that, without regard to the
recrganization statutes, the distribution would reduce N s
basis in —— e 5SS (et
value of the I -k cistributed as claimed by

the taxpayer, because | NN :: © toxable Esp
at the time of the distribution.!

The agent suggests that application of the recrganization
statutes requires that [ s basw

stock is reduced by the $ basis of the R

= stock distributed as opposed to the S| G

fair market value.
The reorganizaticn statutes are not applicable in this case.

The appropriate recrganizaticn statute for ceonsideration on
these facts is I.R.C. §355, which involves treatment of a
corporate distribution of a controlled subsidiary. Application
of I.R.C. §355 requires 'continuity-of-interest', which means
that the distributing and the distributed corpcorations must
remain substantially in the contreol of the persons that owned the
distributing corporation prior to the distribution. See, Reg.
§1.355-2(c). The step-transaction doctrine applies in
determining whether there is continuity-of-interest, e.g. if the
distribution is made in contemplation cf later sale of the

' In the facts provided there was alsoc mention of -S
giving up some of its stock in I © return

for the I :c-«. [t is assumed if the
distribution was technically a redemption, that the redemption
would be subject to dividend treatment under I.R.C. §302.
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distributing or distributed corporation to an unrelated third
party, there is no continulty-of-interest. MgDonalds Restaurants
of Illinois, Inc. v. Commissioner, 688 F.2d 520 (7" Cir. 1982).

In this case, the distribution was made in contemplation of
the eventual sale of the distributing corporation to an unrelated
third party. There is no continuity-of-interest, and thus no
application of I.R.C. §355.

In any case, application of I.R.C. §355 would not lead to
the result suggested by the agent. The flush language of I.R.C.
§355(a) essentially states that the distribution is not a taxable
dividend, and although the point is not directly addressed in the
statute, in the case of a distributing c¢orporation without
taxable E&P, the lcgical conclusion is that there is no
cecrresponding 'return-of-capital' reduction in the sharehclder's
basis 1n the distributing ccrporation on the distribution.?

REID M. HUEY
District Counsel

By: A //‘ffh
ERIC W. JOENSON
Attorney

2 3ee, Reg. 1.358-1 Example (where I.R.C. §355 distributicn
in excess cf E&P, no mention of reduction ¢of basis for such

excess, except to the extent of recognized boot). There might be
soma reducticen in -'s basis in its
stock because some of this basis would bhe reallocated to the

stock, but such a reduction is computed without
reference to the basis of the stock prior to
the distribution. See, I.R.C. §338; Reg. §1.35%8-~1 and -2.



